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1972 ANNUAL REPORT OF THE BOARD OF
TRUSTEES OF THE FEDERAL SUPPLEMEN-
TARY MEDICAL INSURANCE TRUST FUND

TueE Boarp oF TRUSTEES

The Federal supplementary medical insurance trust fund, estab-
lished on July 30, 1965, is held by the Board of Trustees under the
authority of section 1841(b) of the Social Security Act, as amended.
The Board is comprised of three members who serve in an ex officio
capacity. The members of the Board are the Secretary of the Treasury,
the Secretary of Labor, and the Secretary of Health, Education, and
Welfare. The Secretary of the Treasury is designated by law as the
Managing Trustee. The Commissioner of Social Security is Secretary
of the Board. The Board of Trustees reports to the Congress once
each year, in compliance with section 1841(b)(2) of the Social Security
Act. This report is the annual report for 1972, the seventh such report.

HieuLigaTts

The more important developments since the 1971 report, all of which
are discussed in more detail in later sections, are indicated below:

(a) The growth of the supplementary medical insurance trust
fund during fiscal year 1971 was close to that predicted in the 1971
Report. Income for fiscal 1971 of $2.5 billion was up about 34 percent
from fiscal 1970. This increase was due mainly to the increase in the
standard premium rate from $4 in fiscal 1970 to $5.30 in fiscal 1971.
Benefit payments were $2.0 billion in fiscal 1971, an increase of 2.8
percent over fiscal 1970. This increase is abnormally low, however,
due to a large extraordinary transfer from the supplementary medical
insurance trust fund to the hospital insurance trust fund in fiscal
year 1970. In the absence of such transfers, the increase would have
been about 10 percent. Administrative expenses continued to increase
both in amount and as a percentage of benefits paid, as a result the
increased administrative actions on the part of carriers to implement
and improve on claims review procedures. The $5.30 premium rate
promulgated for fiscal 1971 has proved more than adequate due both
to the larger than normal contingency margin included as a result of
the inadequate trust fund of only $57 million at the end of fiscal 1970
and to lower benefit payments than anticipated. There has con-
sequently been an improvement in the balance in the trust fund, which
grew to $290 million by the end of fiscal 1971. The cash position has
continued to improve during the first half of fiscal 1972 bringing the
trust fund balance to $450 million on December 31, 1971. The trust
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fund balance is expected to increase during the remainder of fiscal
1972 as a result of the expected adequacy of the $5.60 standard pre-
mium rate promulgated for fiscal year 1972.

(b) The solvency of the trust fund, which must be measured on an
accrued basis, also improved during fiscal 1971 (as did the cash basis
referred to above), but was still in a deficit position at the end of that
year. The estimate of claims incurred but not yet paid and the admin-
istrative expenses related thereto increased from $823 million at the
end of fiscal 1970 to $894 million at the end of fiscal 1971. This in-
crease is due mainly to the increased cost per service for medical
services performed prior to June 30, 1971 but for which no reimburse-
ment had yet been made.

The trust fund balances are available to partially offset these out-
standing liabilities. Because the trust fund balance increased from $57
million to $290 million during fiscal 1971, the amount of incurred
benefit payments and administrative expenses left unfunded de-
creased from $766 million to $604 million during the same period. The
unfunded liability is expected to decrease further during fiscal 1972
assuming that the $5.60 premium rate proves to be slightly more than
adequate to cover incurred costs during the period, as expected at the
time of promulgation.

(¢) In December 1971, the standard premium rate for fiscal year
1973 was promulgated at $5.80 per month. The $5.80 premium rate
level reflects the decision of the Price Commission under the Economic
Stabilization Program to limit the increase in physician fees and in the
recognized reasonable charges as determined under the fee screens to
a rate of 2} percent per year in the aggregate, after the wage-price
freeze in 1971. Appendix I gives a statement of the actuarial assump-
tions and bases employed by the Secretary of Health, Education, and
Welfare in determining this premium rate.

(d) The report of the 1971 Advisory Council on Social Security was
completed, and its recommendations concerning the financing of the
supplementary medical insurance program were carefully evaluated
and are discussed subsequently.

So0cIAL SECURITY AMENDMENTS SINCE 1971 REPORT

There have been no amendments affecting the Federal Supple-
mentary medical insurance trust fund since the passage of Public
Law 90-248, approved on January 2, 1968.

Legislation which would substantially modify the current law was
introduced into the House of Representatives as H.R. 1, was favorably
reported by the Ways and Means Committee on May 26, 1971, and
was passed by the House of Representatives on June 22, 1971. As of
the submission of this report, H.R. 1 is a matter of pending business
before the Senate, but it has not become law. This report necessarily
assumes current law, and does not consider the changed situation when
and if H.R. 1 is enacted.
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Narure or THE TrusT FUuND

The Federal supplementary medical insurance trust fund was es-
tablished on July 30, 1965, as a separate account in the U.S. Treas-
ury to hold the amounts accumulated under the supplementary medical
insurance program.

The major sources of receipts of the trust fund are (1) amounts
deposited 1n or transferred to it with respect to the premiums paid
by persons aged 65 or over who elect to participate in the program
and (2) the matching contributions of the Federal Government that
are authorized to be appropriated and transferred to it from the general
fund of the Treasury.

Expenditures for benefit payments and administrative expenses
under the program are paid out of the trust fund. All expenses incurred
by the Department of Health, Education, and Welfare and by the
Treasury in carrying out the supplementary medical insurance provi-
sions of title XVIII of the Social Security Act, as amended, are charged
to the trust fund. The Secretary of Health, Education, and Welfare
certifies benefit payments to the managing trustee who makes the
payment from the trust fund.

Section 1833 of the Social Security Act provides that pathology and
radiology services rendered by physicians after March 1968 to hos-
pital inpatients are not subject to the deductible and coinsurance pro-
visions of the supplementary medical insurance program. Hospitals,
at their option, are permitted to combine their billing for both hos-
pital and physician components of radiology and pathology services
rendered hospital inpatients by hospital-based physicians. Where hos-
pitals elect this billing procedure, psyments are made initially from
the hospital insurance trust fund, with reimbursement from the sup-
plementary medical insurance trust fund. The reimbursements so
made are on a provisional basis and are subject to adjustment, with
appropriate interest allowances, as the actual experience develops and
is analyzed.

Congress has authorized expenditures from the trust funds for
construction of office buildings and related facilities for the Social -
Security Administration. The costs of such construction are included
as part of the administrative expenses in the financial statements of
operations of the trust funds as set forth in following sections of this
report. The net worth of the resulting facilities—just as the net worth
of all other capital assets—is not carried as an asset in such statements.

That portion of each trust fund which, in the judgment of the
managing trustee, is not required to meet current expenditures for
benefits and administration is invested in interest-bearing obligations
of the U.S. Government, in obligations guaranteed as to both prin-
cipal and interest by the United States, or in certain federally spon-
sored agency obligations that are designated in the laws authorizing
their issuance as lawful investments for fiduciary and trust funds
under the control and authority of the United States or any officer
of the United States. Obligations of these types may be acquired on
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original issue at the issue price or by purchase of outstanding obliga-
tions at their market price.

In addition, the Social Security Act authorizes the issuance of
special public-debt obligations for purchase exclusively by the trust
fund. The law requires that such special public-debt obligations shall
have maturities fixed with due regard for the needs of the trust fund
and shall bear interest at a rate based on the average market yield
(computed by the Managing Trustee on the basis of market quotations
as of the calendar month next preceding the date of such issue) on all
marketable interest-bearing obligations of the United States forming
a part of the public debt which are not due or callable until after the
expiration of 4 years from the end of such calendar month.

DEetaiLep OpreraTIiONS OF THE TrRUsT FunD, Fiscar YEar 1971

A statement of the income and disbursements of the Federal sup-
plementary medical insurance trust fund during fiscal year 1971
and of the assets of the fund at the beginning and end of the fiscal year
is presented in table 1. Also appearing in the table are comparable
amounts for fiscal year 1970.

The total assets of the trust fund amounted to $57 million on
June 30, 1970. By the end of fiscal year 1971, the assets amounted to
$290 million, an increase of $233 million.

Total receipts of the fund amounted to $2,515 million. Of this total,
$1,253 million represented premium payments by (or on behalf of)
the participants, an increase of 34 percent over premium payments by
participants in the preceding fiscal year. This growth in premiums
from participants resulted primarily from the increase from $4.00 to
$5.30 per month in the standard premium rate that became effective
on July 1, 1970.

Matching contributions received from the general fund of the
Treasury, plus interest on delayed transfers, amounted to $1,245
million. This amount consisted of $1,242 million in contributions
matching participants’ premiums received in fiscal year 1971, $3
million in contributions matching participants’ premiums received in
fiscal year 1970, and about $0.2 million in interest on delayed transfers
of matching contributions. (The remaining deficiency of $14 million
in contributions matching participants’ premiums received in fiscal
year 1970 was received, along with appropriate interest, from the
general fund of the Treasury in December 1971, after the close of
fiscal year 1971.)

The remaining $17 million of receipts consisted of interest on the
investments of the trust fund plus interest on amounts of inter-fund
transfers between this trust fund and the disability insurance and
hospital insurance trust funds.

Disbursements from the fund during fiscal year 1971 totaled $2,283
million. Of this total, $1,998 million represented benefits that were
paid directly from the trust fund and $37 million was transferred to the
hospital insurance trust fund with respect to certain costs for radi-
ology and pathology services that were paid by that trust fund but
Eha(ti are liabilities of the supplementary medical insurance trust
und.
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TABLE 1.—STATEMENT OF OPERATIONS OF THE SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND

DURING FISCAL YEARS 1970 AND 1971

[In thousands]

Fiscal {ear Fiscal {ear
970 971
Totat assets of the trust fund. beginning of year. ... ... ... $377,774 $57, 181
Receipts:
Premiums from participants:
Deducted from monthly benefitst_____________ ... ... 763, 516 1,030, 541
Deposited by States. . ... 97, 209 131,472
Paid to Social Security Administration 2 75,276 90,923
Total Premiums . - e emamcmmme e 936, 000 1,252,936
Percentage increase in premiums, 1970to 1971. ... . _ . ... . ... __ 33.9
Transfers from general fund of the Treasury:
Government contributions:
tehing of participants’ premi received in current fiscal year____.____ 918, 870 1,24],945
Delayed matching of participants' premiums received in previous fiscal year _ 7,822 3,130
Total matching contributions. ... .. 926, 692 1, 245,075
Interest on delayed transfers ot Government matching contributions. _____._..__ 1,459 207
Total transfers from general fund of the Treasury._.._._________ ... ______ 928, 151 1, 245, 282
Interest:
Interest on investments. .. icimceaeen- 16, 142 16, 182
Interest on adjustments in provisional transfers to hospital insurance trust fund
for reimbursement of benefits paid initially therefromd_____________________ —4, 511 800
Interest on amounts of interfund transfers due to adjustment in allocation of
administrative expenses and constructioncosts 3. .. _____________.____ ... —95 286
Total interest. .. 11, 536 17, 268
Total receipls. i 1, 875, 687 2, 515, 486
Disbursements:
Benefit payments:
Paid directly from the trust fund__. . ... 1, 816, 587 1,997, 699
Transfers to hospital insurance trust fund for reimbursement of benefits paid
initially therefrom 4 ________ . il 162, 700 37,300
Total benefit payments_ . e 1,979, 287 2,034,999
Percentage increase in benefit payments, 1970 to 1871____._____________.__ 2.8
Administrative expenses:
Department of Health, Education, and Welfare . __._____.__ ... __.._..___. 219, 326 254, 665
Treasury Department. .- N 26 44
Civil Service Commission____ - N 22 96
Construction of facilities for Social Security Administration 684 202
Interfund transfers due to adjustment in aliocation of 6—
Administrative eXpenses. ... ... aiiaaean -3,987 ~7,462
Construction costs___. .. 938 91
Gross administrative expenses______ .. __ ... ...o.__._ 217, 009 247,637
Less receipts from sale of surplus supplies, materials, etc_..______________... 186 25
Net administrative expenses__..____________ ... _c..oo.. 216,993 247,612
Total disbursements. ... ... eioieeas 2,196, 281 2, 282, 610
Net addition to the trust fund. .- —320, 594 232,876
Total assets of the trust fund, end of year_ .. ... .. ... 57,181 290, 056

1 Transferred from the old-age and survivors insurance and disability insurance trust funds, the railroad retirement

account, and the civil service retirement and disability fund.
2 By certain persons not receiving monthly benefits.

3 Positive transfers of interest represent transfers of interest to the supplementary medical insurance trust fund from the
other social security trust funds. Negative transfers of interest represent transfers of interest from the supplementary

medical insurance trust fund to the other social security trust funds.
4 For explanation, see text.
5 Includes administrative expenses of the carriers and intermediaries.

8 Positive transfers represent transfers fram the supplementary medical insyrance trust fund to the other social security
trust funds. Negative transfers represent transfers to the supplemantary medicat insurance trust fund from the other

social security trust funds.
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Total benefit payments from the trust fund in fiscal year 1971,
therefore, amounted to $2,035 million, an increase of only 2.8 percent
over the corresponding amount paid in fiscal year 1970. The rate of
increase is abnormally low because of extraordinary transfers to the
hospital insurance trust fund. After adjustment for these transfers
the benefit payments in fiscal year 1971 were 10% higher than in the
previous fiscal year.

The remaining $248 million of disbursements was for net adminis-
trative expenses. Administrative expenses are allocated and charged
directly to each of the four trust funds on the basis of provisional
estimates. Periodically, as actual experience develops and is analyzed,
adjustments to the allocations of administrative expenses, and costs
of construction, for prior periods are affected by interfund transfers,
with appropriate interest allowances.

Table 2 compares the actual experience in the fiscal year 1971 with
the estimates presented in the 1970 and 1971 Annual Reports of the
Board of Trustees. The estimated amounts of participants’ premiums,
Government matching contributions, and benefit payments in both
reports were quite close to the actual experience.

The assets of this fund at the end of fiscal year 1971, amounting to
$290 million, consisted of $257 million in the form of obligations of
the U.S. Government and $33 million in undisbursed balances.
Table 3 shows a comparison of the total assets of the fund and their
distribution at the end of fiscal years 1970 and 1971.

New securities at a total par value of $2,790 million were acquired
during the fiscal year, through the investment of receipts and the
reinvestment of funds made available from the maturity of securities.
The par value of securities redeemed during the year was $2,546
million.

The effective annual rate of interest earned by the assets of the
supplementary medical insurance trust fund during fiscal year 1971
was 6.4 percent. The interest rate on public-debt obligations issued
for purchase by the trust fund in June 1971 was 6lg percent,
compounded semiannually.

TABLE 2.-~COMPARISON OF ACTUAL AND ESTIMATED OPERATIONS OF THE SUPPLEMENTARY MEDICAL
INSURANCE TRUST FUND, FISCAL YEAR 1971

[Dollar amounts in millions)

Comparisan of actual experience with estimate for
fiscal year 1971 published in—

1971 report 1970 report
Actual as Actual as
Actual  Estimated percentage Estimated  percentage
Item amount amount  of estimate amount  of estimate
Premiums from participants__ ... .. __.._..._...... $1, 253 $1, 246 101 $1, 242 101
Government matching contributions_______________ 1,245 1,248 100 1,245 100

Benefit paymemts_ ... ._..___._........._...... 2,035 2,070 98 2,078 98
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TABLE 3.—ASSETS OF THE SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND, BY TYPE, AT END OF FISCAL
YEARS 1970 AND 1971

June 30,1970 June 30,1971
‘Par value Book value ! Par value Book value 1
Investments in public-debt obligations sold
onl tto this fund (specialissues):
otes:

Gié percent, 1978 . eiamocmeacaaoososooeooo $254, 641, 000 $254, 641, 000. 00
634 percent, 1976_.____________...__. $10, 562,000 $10,562,000.00 ___ . ______ . oooo....
754 percent, 1977 ... 2,855,000 2,855, 000.00 2,786, 000 2, 786, 000. 00

Total investments in public-debt

obligations. . ____.____...___... 13,417,000 13, 417, 000.00 257,427,000 257, 427, 000.00
Undisbursed balances. . ... ... 43,763,523.42 _________._.._._. 32, 629, 310.99
Total assets_ _ ... oo 57,180,523.42 . .. .. ... 290, 056, 310. 99

t Par value, plus unamortized premium, less discount outstanding.
SumMmARY oF PasT OPERATIONS OF THE TRUST FuNnD

The past operations of the SMI trust fund are shown in table 4 on a
calendar year and fiscal year basis.

The balance of the trust fund was relatively large in the first year and
a half of operation due to the lag in the ﬁayment of benefits and un-
familiarity of some of the beneficiaries with the provisions of the Medi-
care program. The balance declined thereafter, however, from $486
million at the end of fiscal year 1967 to $307 million at the end of fiscal
year 1968, due to the continuation by Congressional action of the $3
premium rate in January through March 1968. Also a significant
amount of premium income was not matched currently by general
revenue appropriations, resulting in a loss of interest to the trust fund.
(The law has subsequently been changed so that the trust fund will
earn interest from the Treasury on Sll(ﬁl late payments.) The balance
declined rapidly from $378 million at the end of fiscal year 1969 to $57
million as of June 30, 1970, due to the continuation during fiscal 1970
of the $4 premium rate. The promulgation of the $5.30 premium rate
for fiscal 1971, however, led to an increase in the balance in the trust
fund to $290 million by the end of fiscal 1971.

As can be seen in table 4, the benefit payments in the early years
increased rapidly as the lag in the payment of benefits shortened and
as enrollees became familiar with the program and increased their use
and rate of filing for covered services. Table 4 shows an increase of
about 20 percent in benefit payments for fiscal 1970 over fiscal 1969.
This percentage is exaggerated due to an extraordinary transfer of
funds in fiscal 1970. The increase is reduced to slightly over 10 percent
after the adjustment of fiscal 1970 benefit payments for $162.7 million
transferred to the hospital insurance trust fund for certain inpatient
radiology and pathology professional services which were initially paid
therefrom. For similar reasons the increase of 2.8 percent in fiscal 1971
benefit payments over fiscal 1970 is artificially too low. This percentage
increase is changed to about 10 percent after adjustment for an adfi-
tional $37.3 million of trust fund transfers in fiscal 1971 for such in-
patient radiology and pathology services.
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The lower rate of increase in benefit payments beginning in fiscal
1970 was in part due to a series of steps taken by the Social Security
Administration to lower the cost of the program. Prevailing fees were
reduced, increases allowed in customary and prevailing charges were
delayed so as to reduce the amounts paid, and various actions were
taken to prevent fraud or payment for uncovered services. ! Estimates
of the extent to which these changes in policy affected the recognition
of increases in physician fees are given in Appendix IT.

Table 5 illustrates the cost of administering the supplementary
medical insurance program. Administrative expenses have increased in
amount and also as a percentage of benefit payments. The present
expense rate of over 12 percent is higher than in earlier years which
partially reflects the increased administrative actions on the part of
carriers to implement and improve on claims review procedures.

TABLE 4.—PROGRESS OF SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND (CASH BASIS), FISCAL YEARS
1967-71 AND CALENDAR YEARS 1966-71

[In millions]
Premiums  Government Adminis- Balance in
from contribu- Benefit trative Interest on fund at end
participants tions t payments expenses fund of year 3
$647 $623 $664 3 §134 $15 $486
699 634 1,390 143 21 307
903 984 1,645 195 23 378
9 1,979 217 11 57
1,253 1,245 2,035 247 17 290
322 ... 128 374 2
640 933 1,196 109 22 412
832 8! 1,519 183 20 42]
914 907 1, 865 196 18 199
1,086 1,003 1,974 12 188
1,302 1,313 2,117 260 24 450

! The payments shown as being from the General Fund of the Treasury include certain interest-adjustment items.
2 Represents only a cash balance; financial status of the program depends on total net assets and liabilities of the program.
3 Administrative expenses shown include those paid in 1965 and 1966.

TABLE 5.—COMPARISON OF ADMINISTRATIVE EXPENSES TO BENEFIT PAYMENTS FOR THE SUPPLEMENTARY
MEDICAL INSURANCE TRUST FUND, FISCAL YEARS 1967-71 AND CALENDAR YEARS 1966-71

[Administrative expenses as a percentage of benefit payments]

Calendar
Percentage year Percentage
120.2 1966 157.8
10.3 1967 9.1
11.9 1968 12.0
11.0 1969 10.5
12.1 1970 12.1
1971 12.3

! Percentage includes administrative expenses paid in calendar 1965 and 1966.

ExpecTED OPERATIONS AND STATUS OF THE TRUST FUnDp DURING
THE PERIOD JULY 1, 1971 To JUNE 30, 1974

The expected operation and status of the trust fund during the
period Julgr 1, 1971 to June 30, 1974 is summarized in table 6. Also in
table 6, to serve as a basis for comparison, is a summary of the actual
operations of the program and the trust fund through June 30, 1971,
already presented as a part of table 4.

! These practices were elaborated on in previous Trustees Reports and are not repeated here.
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As can be seen by an examination of table 6, income for the program
is projected to increase by about 9% percent in fiscal year 1972 over
fiscal 1971. This is mainly due to the increase of $.30 in the premium
rate to $5.60 per month for fiscal 1972 and the catching-up of general
revenue matching for prior fiscal years. The remainder can be at-
tributed to increased interest earnings (due primarily to the increase
in the trust fund) and the continued growth in enrollment. A further
increase is projected for fiscal 1973 over fiscal 1972 as a result of the
new premium rate of $5.80 per month promulgated by the Secretary
of Health, Education and Welfare for that fiscal year. The premium
income and matching government contributions for fiscal year 1974
have been projected to be equal to one-half of the projected incurred
benefit and administrative expenses for that period.

Benefit expenditures for fiscal year 1972 are expected to increase by
about 10 percent over fiscal 1971, which would be a continuation of the
trend experienced during fiscal 1970 and.fiscal 1971. Benefit payments
for fiscal 1973 are expected to be influenced by administrative controls
implementing the National Economic Stabilization Program and are
projected to rise to $2,455 million. Benefit payments for fiscal year 1974
are expected to increase by 10 percent to $2,703 million. The benefit
figures for fiscal 1972 and fiscal 1973 are as shown in the President’s
Budget for 1973 and were developed using assumptions that are con-
sistent with guidelines issued by the Price éommission operating under
the Economic Stabilization Program, and which are assumed to be
fully effective. Administrative expenses continue to increase as a per-
centage of benefits and for fiscal year 1972 are projected to be $298
million or a little over 13 percent of benefit payments. For fiscal year
1973 they are expected to reach $332 million. The favorable income
position for fiscal year 1972 as a result of the $5.60 premium rate
effective during that period is expected to increase the trust fund
balance from $290 million at the beginning of fiscal 1972 to $507
million at the end of that year. The trust fund balance at this level is
equal to approximately 20 percent of the following fiscal year benefit
expenditure. A similar financial situation is projected at the end of
fiscal 1973, when the trust fund balance is expected to be $613 million.

TABLE 6.—ESTIMATED PROGRESS OF SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND (CASH BASIS), FISCAL
YEARS 1972-74, AND ACTUAL DATA FOR 1967-71

[In millions of doltars]

Premiums  Government Administra- Balance in
. from par- contribu- Benefit tive Interest fund at end
Fiscal year ticipants tionst payments expenses on fund of year 2

$647 $623 $664 33134 $15 $486
699 634 1,390 143 21 307
903 984 1,645 195 s 378
936 928 1,979 217 11 57
1,253 1,285 2,035 7 17 290
1,358 1,317 2, 240 298 23 507
1,428 1,434 2,455 332 31 613
1,588 1,588 2,703 375 40 751

1 The payments shown as being from the General Fund of the Treasury include certain interest-adjustment items.

2 Represents only a cash balance; financial status of the program depends on total net assets and liabilities of the pro-
gram.

3 Administrative expenses shown include those paid in fiscal 1966 and 1967.

+ Experience that would result assuming that premiums and Government contributions are 14 of the expected incurred
benefits and administrative expenses for fiscal 1974,
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RErPorT OF THE 1971 ADVIsORY COUNCIL ON SOCIAL SECURITY

Pursuant to section 706 of the Social Security Act, an Advisory
Council on Social Security was appointed by the Secretary of Health,
Education, and Welfare in May 1969. The Council submitted its
report on April 5, 1971. Among its findings and recommendations are
those concerning changes in the benefit provisions and coverage of
the supplementary medical insurance program. These do not directly
affect the financing or the operation of the trust fund and are not
referred to further in this report. The Council has made certain other
recommendations which do affect the financing of the trust fund. As
to these, the Trustees have the responsibility of a careful evaluation,
and the transmittal of the Trustees’ views as a part of this, or sub-
sequent, reports.

The Council has organized its findings in the financing area under
twelve headings. Seven of these (numbers 1-6 and 11) concern the
financing of the supplementary medical insurance trust fund and
are discussed below.

C. FINANCING

Actuarial Soundness of the Program

1. Current Status—Income to the supplementary medical insurance
art of the Medicare program will be more than sufficient to meet incurred
enefit costs over the period, established by the law, for which monthly

premiums have been promulgated.

The Board of Trustees concurs in the above statement of the

Advisory Council.

Management and Investment of the Trust Funds

2. Investment Policy-——The Managing Trustee of the Social Security
trust funds should adopt a policy of investing in special obligations with
maturity dates equal to the maximum maturity date of Treasury notes (at
prese}?t 7 years) rather than maturity dates of 15 years from date of

urchase.
P The Board of Trustees concurs in this recommendation of the
Advisory Council, and the Managing Trustee will adopt such a policy.

3. Interest Rate Formula—The interest rates on special obligations
issued to the trust funds should be equal to the average market yield on
all marketable Treasury notes that are not due or callable until 4 or more
years from the time the special obligations are issued.

The Board of Trustees has no position as to this recommendation
at the present time, pending further study as to whether the interest-
rate on special obligations will be higher or lower under the Advisory
Council’s recommendations than under current law.

4. Securities Issued by Federally Sponsored Agencies—The Council
believes that there is adequate statutory authority for investment of trust
Jund money in securities issued by federally sponsored agencies. The
Council recommends that the Managing Trustee establish a policy of
purchasing a portion of new obligations issued by such agencies as
wvestments for the trust funds.

The Board of Trustees is still investigating the implications of this
recommendation, and has no position at the present time.
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5. Boards of Trustees—The Council recommends that two non-govern-
ment members, to be appoinied by the President subject to confirmation by
the Senate, be added to the Boards of Trustees of the social security trust

unds.
7 The Board of Trustees supports this recommendation of the Advi-
sory Council, and recommends to Congress that the law be changed to
add two non-government members.

6. The Trust Funds and the Unified Budget—Fven though the opera-
tions of the social security trust funds and other Federal trust fund
programs are combined with the general operations of the Federal Govern-
ment in the unified Federal budget, policy decisions affecting the social
security program should be based on the objectives of the program rather
than on any effect that such decisions might have on the Federal budget.
The operations of the social security and other Federal trust funds should
continue to be identified as such and separated from the general operations
of the Government.

The Board of Trustees agrees that the social security system should
be financed in accordance with the principles of the program, and that
the financing should not be set out of considerations of broad fiscal
policy or because of the impact on the unified budget.

General Revenue Financing of Medicare

11. Gradual Increase in General Revenue Financing of Medicare—
The combined Medicare program should be financed with a general
revenue contribution equal to one-third of total program costs, with such
share being lower than one third at first and gradually increasing over a
period of years to the one-third level.

The Board of Trustees agrees with the Council’s recommendation
to combine the supplementary medical insurance trust fund and
the hospital insurance trust fund for financing purposes. The Board
of Trustees, however, does not concur with the Council’s recommenda-
tion for a general revenue contribution equal to one-third of total
program costs, recommending instead that the combined programs be
financed primarily by payroll contributions, with the general revenue
financing confined to certain non-insured persons.

ActuariaL Status ofF THE Trust Fuxp

1. Actuarial status of program dependent on accrued experience

The actuarial status of the program, and of the trust fund, can
appropriately be measured only on an accrual basis; i.e., the solvency
of the trust fund should be measured in terms of ability to pay the cost
of the services performed, on the basis of which benefits must be paid.!

Cash disbursements for benefits and administrative expenses by
themselves are misleading, due to the relatively large liabilities
outstanding at any time for benefits and processing costs that must

1 The dependence of the actuarial status of the program on the accrued experience is recognized in section
1839(b)(2), in which it is stated that the premium rate “shall be such smount as the Secretary estimates to
Dbe necessary so that the aggregate premiums for such 12-month period will equal one-half of the total for the
benefits and administrative costs which he estimates will be payable from the Federal Supplementary Medical
Insurance Trust Fund for such 12-month period”’ (italics supplied). Similarly, an assessment of the actuarial
status of the program and of the financial status of the trust fund for any period must be made on the basig
of estimates of the benefits and administrative expenses ‘‘payable . . . for” (i.e., accrued in such period) K
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be paid for services already performed. These liabilities result from
the lag between the time that services are performed and the time that
benefits for them are paid. This lag is due to the $50 deductible which
must be accumulated before any benefits are payable, the tendency
of enrollees to accumulate bills and submit them together (especially
at the end of the year), and the time required by carriers to process
and adjudicate the bills received.

This liability outstanding at any time for benefits for services per-
formed for which no payment has been made may be referred to as
“benefits incurred but unpaid’’. Estimates of the amount of such bene-
fits incurred but unpaid as of the end of each calendar year, and of the
administrative expenses related to processing these benefits, appear in
table 7. Also included in table 7 are estimates of premiums voluntarily
paid in advance and the government matching contributions for such
premiums. Since they are paid for services to be performed in a
subsequent year, they are a liability of the program at the end of the
year specified. (The effect of this entry on the actuarial deficit is the
same as if such premiums had not been paid until due.) Offsetting
these liabilities are premiums due and uncollected, government match-
ing contributions due but not yet transferred to the trust fund by the
Treasury, and the cash on hand in the trust fund.

The actuarial status of the program is represented by the net of
the above liabilities and assets. Any resulting accrued deficit repre-
sents the additional funds that would have to be appropriated or
otherwise financed to pay for services already performed if the pro-
gram were terminated or superseded by another government insur-
ance program. Table 7 shows that at the end of calendar 1971 the
SMI program has a substantial actuarial deficit equal to about 2
months of premium and matching income.

TABLE 7.—~SUMMARY OF ESTIMATED ASSETS AND LIABILITIES OF THE SUPPLEMENTARY MEDICAL INSURANCE
PROGRAM, AT END OF CALENDAR YEARS 1966-71

[In millions]
As of Dec. 31
1966 1967 1968 1969 1970 1971
A. Assets:
Premi due and uncollected_______._______.__..__.. $1 $1 sl $1 $2 $2
Government matching contributions due and unpaid.___.. 323 30 5 12 18 8
Balance in trust fund (cash on hand)_ ... .._........ 122 412 421 199 188 450
Total @ssets. . .. oo oimamaacaan e 446 443 427 212 208 460
B. Liabilities outstanding:
Premiums collected in advance. . __..... e 4 6 9 1 14 20
Government matching contributions with respect to
premiums paid in advance..__._.__..___ ... ... _. 4 6 9 11 14 20
Benefits incurred but unpaid_ . ___ .. .. ...___....._. 374 581 690 661 634 697
Administrative cost for processing incurred but unpaid
benefits . i 37 72 82 105 102 123

Total liabilities. _ .. ... oo 419 665 790 788 764 860
C. Net surplus Cor deficit). .. . .. 27 —222 -—363 —576 —556 —400
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The accrual basis of measuring the actuarial status of the supple-
mentary medical insurance program is essential. This is to assure
that the benefit costs actually incurred in a particular premium period
will be met by the premiums paid by the enrollees during that period.
Otherwise, since the enrollee group 1s not the same from year to year,
there would be some persons paying for the costs of others. The accrued
experience is presented in this section on a calendar year, basis. Since
the $50 deductible applies to each calendar year, the accrued costs
can be developed more accurately and easily on a calendar year basis.

2. Analysis of past accrued experience

The accrued experience of the program for any calendar year can be
obtained by adjusting the cash flow of premiums, matching govern-
ment contributions, benefit payments, and administrative expenses to
an accrual basis by adding the net increase in each asset or liability
item during the period (shown in table 7) to the corresponding item
on a “cash”’ basis for that period. This procedure produces the esti-
mated accrued income and disbursements shown in table 8 for calendar
year 1966 through 1971.!

As can be seen by examination of this table, the program netted an
estimated surplus of $27 million on an accrual basis during the calendar
year 1966, an abnormal period due to the application of the full $50
deductible in a 6-month period, partially offset by non-recurring start-
up expenses. Due to the inadequacy of the $3.00 premium, however,
the benefit payments and administrative expenses incurred exceeded
accrued income during calendar year 1967 by an estimated $249
million, leaving an estimated deficit of $222 million on an accrual
basis for the initial 114-year period. The estimated acerued deficit
increased during 1968 by $141 million to reach $363 million by
December 31, 1968, and increased by $213 million during 1969 to
reach an estimated $576 million as of December 31, 1969. Due to the
adequate premiums charged in fiscal years 1971 and 1972, the actuarial
deficit decreased by $20 million during calendar 1970 and by $156
million in calendar 1971 to result in an unfunded liability of $400
million at the end of calendar 1971.

The positive cash balances in the trust fund (shown in tables 4 and
6) are a result of the natura) delay between the date that services are
performed and the date on which benefit payments on the basis of
services rendered are paid. The cash balance in the fund during 1966-
67 was unusually large due to the newness of the program and the lack
of familiarity of many enrollees with reimbursement insurance. The
interest earned on these large balances reduced the net accrued deficit
that would otherwise have been accrued for that period. The opposite
effect was experienced during fiscal 1970 when the cash balance declined
as a result of the inadequate $4.00 premium rate. The interest that was
lost fgrther contributed to the increase in the actuarial deficit for that
period.

{ The trust fund balances shown in the various tables presented in this report do not include the contin-
gency reserve that was authorized to be available until December 31, 1969, and has now expired.
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TABLE 8 —ESTIMATED INCOME AND DISBURSEMENTS PAYABLE (ACCRUAL BASIS) UNDER SUPPLEMENTARY
MEDICAL INSURANCE PROGRAM, CALENDAR YEARS 1966-71

[In millions]
Premiums Government Adminis- Net of Accumulated
from par- contri- Benefit trative Interest operations  surplus at
Calendar year ticipants butions!  payments  expenses on fund inyear end of year
$319 $319 $602 1$111 $2 $27 $27
638 638 1,403 144 22 —249 —222
829 831 1,628 193 20 —141 —363
912 912 1,836 219 18 —213 —576
1,094 1,096 1,947 235 12 20 —556
1,29 1,297 2,180 281 24 156 —400
Total, 1966-71____ 5,088 5,093 9, 496 1,183 98 —400 —400

1 Includes interest paid in subsequent years for the delay in Government matching for the given calendar years.
2 Administrative expenses shown include those incurred in 1965 and 1966.

The accrued per capita costs of the program which account for the
aforementioned actuarial deficits are presented for past premium
paying periods in table 9. The premium rate for the period from July
1966 through December 1967 was about 10 percent lower than the
combined benefits and administrative expenses accrued during this
period. The initial unfavorable experience resulted primarily from
physician fees increasing at about twice the 3 percent rate assumed in
setting the $3.00 premium rate. A special action of Congress continued
the $3.00 rate until the 1967 amendments went into effect on April 1,
1968. Consequently, a much larger deficit arose in this period than if a
higher premium rate had been promulgated to be effective in January
1968.

A premium rate of $4.00 was promulgated for the 15-month period
April 1968 through June 1969. This rate proved inadequate by about
5 percent due to an unexpected influenza epidemic in the winter of
1968-69. Additional costs above those expected were also incurred due
to increased physicians fees and the cost and utilization of institutional
services covered by the program. Administrative expenses continued
to rise somewhat faster than benefit costs and to exceed those esti-
mated. The result is that total per capita costs for this period are now
estimated to be $8.50.

A premium rate of $4.00 was also promulgated for fiscal year 1970,
despite recommendations by the actuaries that a premium rate of at
least $4.40 would be required. The continuance of the $4.00 rate was
accompanied by a variety of steps taken by the Social Security Ad-
ministration designed to lower the cost of the program. These actions !
included restricting increases in allowed customary charges, freezing
the prevailing charge level, and implementing certain other measures
to control utilization and prevent fraud and unethical practices.
Despite these measures which were effective to some extent, the
program registered monthly per capita costs of $9.12 which were
substantially above even the initial estimates by the actuaries.

In December 1969, a premium rate of $5.30 was promulgated by the
Secretary to be effective for the fiscal year beginning July 1970. This
rate now appears to have been adequate to cover the monthly per

! These actions were spelled out in detail in previous Trustees’ Reports,
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capita cost incurred in the period which is now estimated to have been
$9.78, and to reduce the actuarial deficiency of the program built up
during fiscal year 1970. To a considerable extent the administrative
actions put into effect prior to fiscal 1971 continued to have a pro-
nounced impact during this period in reducing the containing cost and
price inflation.

For example, during the first half of fiscal 1971, the prevailing fee
screen continued to be based on calendar year 1968 customary charge
levels. Not until January 1, 1971 was the prevailing fee screen updated
to recognize calendar 1969 customary charges. Although permitting
increases in most fees, this action still included a lag of nearly 2 years
in recognition of increases in fees previously limited by the screen. In
addition, as of January 1, 1971 the prevailing fee for any type of service
was set at the 75th percentile of the calendar 1969 customary fees
rather than the 83vrd percentile as previously in force. Other actions
by the Social Security Administration have continued to increase the
effectiveness of carrier implemented procedures to contain over-
utilization and fee escalation during fiscal 1971 and beyond. These
results are evident in carrier statistics showing that during calendar
1971 about 57 percent of the claims' that were processed were re-
duced or denied. This resulted in over $300 million being disallowed
and reductions of 11 percent of covered charges or about $350 million.

TABLE 9.—ESTIMATES OF THE MONTHLY PER CAPITA COSTS (ACCRUAL BASIS) FOR BENEFITS AND ADM INISTRA-
TIVE EXPENSES UNDER THE SUPPLEMENTARY MEDICAL INSURANCE PROGRAM, PREMIUM PAYING PERIODS
THROUGH JUNE 1971

Applicable Administra- Total Total

premium Benefit tive per capita income

Period rate  payments costs costs per capita!

July 1966 through December 1967...__._____..__._ $3.00 $5.93 $0. 80 $6.73 $6. 08
January 1968 through March 19682 ___ 3.00 7.32 .87 8.19 6.09
April 1968 through June 1969.. ___ 4,00 7.60 .90 8.50 8.09
July 1969 through June 1970_ 4.00 8.15 .97 9,12 8.06
July 1970 through June 1971 . _____.__..___. 5.30 8.70 1.08 9.78 10.68

1 Includes interest credited during period, i.e., on a cash basis. .
2 The premium rate was not changed for January 1968 as originally scheduled due to action by the Congress to delay the
change until legislation then under ideration was ted

It may also be noted that these administrative actions can affect
the rate at which physicians accept. assignments. There may be a
trend toward fewer assignments (the data show a slight decrease in
the assignment rate from 1970 to 1971) with the possible result that
beneficiaries are charged by physicians for the amounts not allowed
by carrier fee screens. This phenomenon is discussed more fully in
Appendix II.

3. Ezxpected future accrued experience

The experience of the SMI program must be projected several
years ahead in order to determine as of each December the adequate
premium rate to be charged for the following fiscal year. The accrued

1 A claim is one or more bills submitted for payment which contain one or more charges for services
rendered. In the tabulation process, if any one of the charges on a claim is reduced or denied, then that claim

is counted as a claim being reduced or denied. Thus, the percentage of the claims being reduced does not
represent the percentage of the separate charges being reduced.
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experience is also adjusted to a cash basis for budget purposes and
presentation in the preceding sections of this report. The base period
used for these estimates is the most recent period for which the data
collected can be considered to be statistically representative of the
actual experience.

The accrued experience was estimated from sample data for calendar
year 1970 which was considered to be over 90 percent complete. The
lag in the collection of data as well as the fact that only a 5 percent
sample of payments to physicians is available for recent years must
be considered a limitation on the accuracy to which the program can
be measured. Other difficulties in determining the base year accrued
costs are discussed in Appendix II. The base period costs are then
projected using utilization and price factors that will affect the future
costs of the program (see Appendix I).

These factors are subject to variations as a result of economie,
social, and other influences. Therefore, the assumptions are chosen
on a “‘most probable’ basisin order to produce estimates of the incurred
experience that is most likely to result. These assumptions take into
account administrative measures that are expected to continue to
reduce the cost of the program through fiscal 1972. The reductions
due to these measures are not expected to continue at the accelerating
rate that was experienced in the past. For example, the customary and
prevailing fee screen was updated beginning July 1, 1971, to recognize
calendar year 1970 charge levels. The prevailing fee level continued
to be set at the 75th percentile but at the newly recognized calendar
1970 charge levels. Estimates of the effect of these changes in policy
with respect to recognition of increases in physician fees are shown
in Appendix II.

The most likely experience to result, if the Price Commission’s
guidelines limiting physician fee increases to 214! percent per year
are strictly followed, is presented in Appendix 1 along with the
development of the $5.80 premium rate effective for fiscal year 1973.
The monthly basic premium rate necessary for fiscal year 1972
is estimated to be $5.40 compared to the applicable premium rate
of $5.60. The estimated surplus of $.20 per capita per month in the
premium rate (plus a similar amount in the general revenue matching)
plus interest earnings on the trust fund during the second half of
fiscal 1972 is expected to further reduce the estimated $400 million
unfunded accrued liability outstanding on December 31, 1971.
For fiscal year 1973, the estimated monthly basic premium rate neces-
sary to cover the incurred benefits and administrative expenses is
$5.81. The premium rate of $5.80 charged during fiscal 1973 and the
interest earnings on the trust fund should be sufficient to keep the
actuarial status of the trust fund during fiscal 1973 at the same relative
level as at the end of fiscal year 1972.

CoONCLUSION

As has been discussed in the preceding section, the premium rates of
$5.30 for fiscal 1971 and $5.60 for fiscal 1972 are expected to be more
than adequate to cover the benefits and administrative costs incurred
in those periods. As shown in Table 5 this results in an increasing
trust fund balance which helps to improve the actuarial solvency of
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the program by partially offsetting previous unfunded labilities.
The balance in the trust fund is expected to increase in the periods
beyond fiscal 1972.

However, even if the trust fund balance increases during fiscal
1973, it remains to be seen whether the $5.80 premium rate will be
adequate to cover all incurred costs in that period. The effectiveness
of the Phase II controls on physician fees and the manner in which
the Social Security Administration implements the updating of the
physician fee screens (the present Price Commission ruling is that
they must not be increased more than 214 percent per annum) will
be crucial to whether the estimates reflect the actual experience.
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